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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students' Department.]

Examination in Accounting Theory and Practice—Part I
November 16, 1933, 1:30 P.M. to 6:30 P.M.
Answer problems 1, 2 and 3 and either problem 4 or problem 5.
No. 2 (30 points):
On the basis of the following data prepare:
1. The surplus section of the balance-sheet that you will submit.
2. Subsidiary schedules showing the computation of the items in this
surplus section.
3. The reconcilement between the $5,670,000 shown in your analysis and
the amount that will be shown on your balance-sheet.
Your summarized analysis of the surplus of the Electrical Appliance Manu
facturing Co. from January 1, 1908, the date of incorporation, to December
31, 1932, the date of your audit, is as follows:
Credits
Date
Description
Amount
Jan. 1, 1908 to
Dec. 31, 1932 Net income carried to surplus........................ $10,000,000
Dec. 31, 1915
By debit to goodwill—as authorized by board
of directors.................
510,000
Jan. 1,1920
Patents granted to Josiah Thompson on Janu
ary 1, 1920; donated to the company by him
as of January 1, 1920; valued by the board
of directors at $340,000 as of January 1,1920
340,000
Dec. 31, 1920
Premium on common capital stock sold..........
300,000
Jan. 1,1923
Profit on sale of plant to subsidiary Company A
100,000
Jan. 1,1923
Profit on sale of plant to subsidiary Company B
200,000
Jan. 1, 1926
Appreciation by appraisal:
Land.............................................................
200,000
Building.......................................................
500,000
Machinery and equipment..........................
300,000
Jan. 1, 1926
Donation to company of 5,000 shares (being
the entire amount) of its preferred capital
stock then outstanding.
500,000
Jan. 1, 1928
Profit on sale of entire capital stock of sub
sidiary Company A to outside interests.......
175,000
Dec. 31, 1931
Discount on common capital stock reacquired
and retired.................
200,000
Dec. 31, 1932
Discount on $500,000 face amount of the com
pany’s first-mortgage bonds reacquired and
retired........................
100,000
Dec. 31, 1932
Reduction of capital stock from par value of
$100 per share to the same number of shares
with par value of $50 per share, as author
ized by the stockholders at special meeting
held December 21,1932.
2,000,000
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Date
Jan. 1, 1923 to
Dec. 31, 1927

Jan. 1, 1932 to
Dec. 31, 1932

Date
Jan. 1, 1908 to
Dec. 31, 1932
Jan. 1, 1915 to
Dec. 31, 1925
Jan. 1, 1925 to
Dec. 31, 1932
Jan.

1, 1915

Jan.

1, 1923

Dec. 31, 1932

Dec. 31, 1932
Dec. 31, 1932

Description

Amount

Undistributed earnings (i.e., net increase in
earned surplus) of subsidiary Company A,
taken up by debit to investment in subsid
iary Company A........... $ 100,000
Undistributed earnings (i.e., net increase in
earned surplus) of subsidiary Company B,
taken up by debit to investment in subsid
iary Company B............
700,000
Total credits......................................... $16,225,000

Debits
Description

Amount

Cash dividends paid on common stock..........

$ 8,000,000

Cash dividends paid on preferred stock........

330,000

Dividends on common stock paid in common
stock out of earned surplus...........................
Discount on sale of 5,000 shares of 6% pre
ferred stock, par value $100 per share, at 85
Discount of 10% on $2,000,000 of 6% First
Mortgage 20 year gold bonds dated January
1,1923.......................
200,000
Provide reserve for excess of cost over market
value of marketable securities owned at
December 31, 1932....
200,000
Provide reserve for obsolescence of inventory at
December 31,1932.....
400,000
Write off the book value of the Market Street
plant abandoned as of December 31,1932...

1,000,000

75,000

350,000

Total debits..............................................

$10,555,000

Balance—net credit.................................

$ 5,670,000

You also have in your papers the following information;
The goodwill account of $510,000 was transferred to the patent account as of
January 1, 1923, by order of the board of directors.
The company provided for depreciation at the rate of 3% per annum on
buildings and 10% per annum on machinery and equipment, computed on the
book value. The company owns or owned the entire capital stock of two sub
sidiary companies, A and B.
Dividends of $400,000 were received from subsidiary Company B and
credited to investment in subsidiary Company B.
A reserve for amortization of patents was provided by annual charges of
1/17th of the charges to the patent account.
The net book value of the Market Street plant at December 31, 1932, was
$350,000, which was found to consist of:
Appreciation Reserve for
Cost Jan. 1, 1926 depreciation
Land........................................................ $ 20,000 $ 50,000
200,000
100,000
$ 70,000
Buildings.................................................
300,000
50,000
300,000
Machinery and equipment.....................
Total................................................
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$520,000

$200,000

$370,000

Credits
Description

Amount

Earned
surplus
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175,000 (3)

Discount on common capital stock reac
quired and retired .
200,000
Discount on $500,000 face amount of the
company ’s first-mortgage bonds reac
quired and retired .
100,000 (8)
Reduction of capital stock from par
value of $100 per share to the same
number of shares with par value of $50
per share, as authorized by the stock 
holders at special meeting held Decem
ber 21,1932 .......
2,000,000

terests .................

Building ..................................................
Machinery and equipment ..................
Donation to company of 5,000 shares
(being the entire amount) of its pre 
ferred capital stock then outstanding..
Profit on sale of entire capital stock of
subsidiary Company A to outside in 

L and .......................................................

100,000 (3)

75,000

175,000

500,000

200,000
500,000 (4)
300,000 (5)

pany A ................
100,000 (3)
100,000
Profit on sale of plant to subsidiary Com
pany B ................
200,000
Appreciation by appraisal:

Dec. 31, 1927 Undistributed earnings (i.e., net increase
in earned surplus) of subsidiary Com
pany A, taken up by debit to invest
ment in subsidiary Company A

Jan. 1,1923 to

Dec. 31, 1932

Dec. 31,1932

Dec. 31, 1931

Jan. 1,1928

Jan. 1,1926

Jan. 1,1926

Jan. 1,1923

(6) 500,000

$80,000

100,000

2,000,000

Paid-in
surplus

$ 300,000

$210,000

Donated
surplus

200,000

105,000
210,000

Dec. 31, 1932 Net income carried to surplus ................
$10,000,000 $10,000,000
Dec. 31,1915
By debit to goodwill—as authorized by
board of directors .
510,000 (1) 300,000
Jan. 1,1920
Patents granted to Josiah Thompson on
January 1, 1920; donated to the com
pany by him as of January 1, 1920;
valued by the board of directors at
$340,000 as of January 1,1920 ............
340,000 (2) 260,000
Dec. 31,1920
Premium on common capital stock sold ..
300,000
Jan. 1,1923
Profit on sale of plant to subsidiary Com

Jan. 1,1908 to

Date

That part of the solution marked (1), (2),

200,000
395,000
90,000

$200,000

$25,000

Subsidiary
Unrealized
profits since
profit on
acquisition in sale of
Unamortized Investment
Revaluation excess of divi- plant to
bond
account—
surplus
dends received subsidiary
discount
company B

Analysis of surplus —working papers for the period from January 1,1908, to December 31, 1932

E lectrical Appliance M anufacturing C o.

The following working papers and adjustments are for explanatory purposes only.
and (3) meets the requirements of the problem.

Solution:
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Description

Debits

Total credits ......................................

Undistributed earnings (i.e., net increase
in earned surplus) of subsidiary Com 
pany B, taken up by debit to invest
m ent in subsidiary Company B ...........
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Dec. 31, 1932

Dec. 31,1932

Dec. 31, 1932

Jan. 1,1923

Jan. 1,1915

Dec. 31,1932

Jan. 1,1925 to

Dec. 31,1925

Jan. 1,1915 to
330,000

$ 8,000,000

$16,225,000

400,000

330,000

$ 8,000,000

$11,725,000

700,000 (9)

$10,555,000

$ 5,670,000

Total debits .......................................

Balance—net credit (debit
*)
............
$ 1,489,000

$10,236,000

Dividends on common stock paid in com
mon stock out of earned surplus ...........
1,000,000
1,000,000
Discount on sale of 5,000 shares of 6%
preferred stock, par value $100 per
share, at 85 ........
75,000
(6)
$75,000
Discount of 10% on $2,000,000 of 6%
First Mortgage 20 year gold bonds
dated January 1,1923 ...........................
200,000 (7)
100,000
Provide reserve for excess of cost over
market value of marketable securities
owned at December 31,1932 .
200,000
200,000
Provide reserve for obsolescence of in 
ventory at December 31,1932 .
400,000
400,000
Write off the book value of the M arket
street plant abandoned as of Decem
ber 31,1932 ...........................................
350,000 (10) 206,000

Cash dividends paid on preferred sto c k . .

Dec. 31 1932 Cash dividends on common stock ..........

Jan. 1,1908 to

Dec. 31,1932

Jan. 1,1923 to

$505,000

$ 75,000

$580,000

$2,500,000

$

$2,500,000

$751,000

$144,000

$144,000

$895,000

$700,000

$

$700,000

$700,000

$200,000

$

$200,000

$ 75,000
*

$100,000

$100,000

$ 25,000

*
$400,000

$

*
$400,000

*
$400,000

Students' Department

The Journal of Accountancy
(1) To credit earned surplus with the amount charged against earnings for
patent amortization on the item of “goodwill” transferred to patent account
on January 1, 1923. The annual charge was 1/17 of $510,000, or $30,000.
The period covered was from January 1, 1923, to December 31, 1932, or ten
years.
(2) To credit earned surplus with the amount charged against earnings for
patent amortization on the value of the patents donated by Josiah Thompson
on January 1, 1920. The annual charge was 1/17 of $340,000, or $20,000.
The period covered was from January 1,1920, to December 31,1932, or thirteen
years.
(3) To credit earned surplus with the profit on the sale of the investment in
the wholly owned subsidiary Company A. While the indicated profit on the
sale of the stock is $175,000, there should be added to this amount:

The profit on the sale of plant..................................................
The undistributed earnings from January 1, 1923, to December
31, 1927, which were taken up as a debit to the investment
account..................................

$100,000

$100,000

(4) To credit earned surplus with the depreciation charged on the write-up
of buildings, $500,000, for seven years at 3 per cent per annum or $105,000.
(5) To credit earned surplus with the depreciation charged on the write-up
of machinery and equipment, $300,000, for seven years at 10 per cent per
annum, or $210,000.
(6)
To credit donated surplus with:
Par value of the entire issue of preferred stock donated January
1, 1926...................................................................................
Less: The discount on this stock at the time of its sale on Janu
ary 1, 1915.........................................................................

Total...................................................................................

$500,000
75,000
$425,000

(7) To charge earned surplus with the bond discount applicable to the
period from January 1, 1923, to December 31, 1932 (ten years). The dis
count on these twenty year bonds amounted to $200,000.
(8) To credit unamortized bond discount account with the discount appli
cable to the $500,000 par of bonds retired on December 31, 1932. These bonds
had ten more years to run, and had been sold at a discount of 10 per cent., or
$50,000.
(9) To transfer to earned surplus the dividends received from subsidiary
Company B, and to set forth the excess of the subsidiary’s profits since acquisi
tion over such dividends. The undistributed earnings of $700,000 represent
the “net increase in earned surplus”; the total earnings were $1,100,000
($700,000 undistributed+$400,000 paid out in dividends).
(10) To apportion the book value of the Market street plant abandoned as of
December 31, 1932, between earned surplus and revaluation surplus.
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Appreciation
Jan. 1, 1926
Land................................. $ 50,000
100,000
Buildings..........................
50,000
Machinery and equipment

Total.........................

Depreciation on appreciation charged
to earnings
Chargeable to
revaluation
Amount
Rate
surplus
$ 50,000
$21,000
79,000
3%
35,000
15,000
10%

$200,000

$56,000

$144,000

(1)
The surplus section of the balance-sheet should appear as follows:
Surplus:
Earned..................................................................... $1,489,000
Donated surplus......................................................
505,000
Paid-in surplus........................................................
2,500,000
Revaluation surplus................................................
751,000
Unrealized profit on sale of plant to subsidiary. ..
200,000
Subsidiary profits since acquisition in excess of
dividends received...........................................
700,000 $6,145,000
(2)
Subsidiary schedules showing the computation of the items in the surplus
section (1):

Earned surplus:
Credits
$10,000,000
Net income carried to surplus..............................
Adjustment of earnings for patent amortization:
$ 300,000
Goodwill transferred to patent account.......
560,000
260,000
Patents donated by Mr. Thompson.................

Realized profit on sale of investment in Com
pany A:
Profit on sale of plant........................................ $ 100,000
100,000
Undistributed earnings taken up.....................
175,000
Indicated profit on sale of stock.......................

375,000

Appreciation realized through depreciation:
Buildings............................................................
Machinery and equipment................................

315,000

$

105,000
210,000

Discount on bonds reacquired and retired...........
Dividends received from Company B.................

75,000
400,000

Total credits...................................................

$11,725,000
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Debits
Dividends paid in cash:
Common stock..................................................
Preferred stock..................................................
Dividends paid in common stock.........................
Amortized bond discount.....................................
Provisions for losses:
Marketable securities........................................
Obsolescence of inventory................................
Write off of Market street plant.........................
Total debits...................................................
Balance, December 31, 1932 ................................

$8,000,000
330,000 $ 8,330,000
1,000,000
100,000

$ 200,000
400,000

600,000
206,000
$10,236,000
$ 1,489,000

Donated surplus:
Patents donated by Josiah Thompson on January
1, 1920................................................................ $ 340,000
260,000 $
Less: amortization during 13 year period (13/17)...
Donation of 5,000 shares of preferred stock........ $ 500,000
75,000
Less: discount on sale of preferred stock.............
$
Balance, December 31, 1932.........................
Paid-in surplus:
Premium on capital stock sold.............................
Discount on common stock retired......................
Reduction of par value of capital stock...............
Balance, December 31, 1932.........................

80,000
425,000
505,000

300,000
200,000
2,000,000
$ 2,500,000
$

Revaluation surplus:
Goodwill transferred to patent account........... $ 510,000
Less: amortization from January 1, 1923, to
300,000 $
December 31, 1932 . . ........................................

210,000

Appreciation of appraisal:

Applicable to
abandoned
Total Realized market
Net
appre- by depre- street
appre
ciation ciation
plant
ciation
Land..............................$ 200,000
$ 50,000 $150,000
Buildings.....................
500,000 $105,000 79,000
316,000
Machinery and equip
ment...........................
300,000 210,000 15,000
75,000
Total....................... $1,000,000 $315,000 $144,000

$541,000

541,000

$ 751,000

Balance, December 31, 1932
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Unrealized profit on sale of plant to subsidiary................................... $ 200,000
Subsidiary profit since acquisition in excess of dividends received:
Earnings of Company B.............................................................. $1,100,000
Dividends received........................................................................
400,000
Balance December 31, 1932...................................................... $ 700,000
(3)
Reconcilement of surplus of $5,670,000 shown in the analysis with the bal
ance shown in (1):
Balance shown in analysis......................................................... $5,670,000
Add: restatement of unamortized bond discount........... $ 75,000
Adjustment of investment account of Company B.... 400,000
475,000

Balance, per surplus statement (1)...............................

$6,145,000

Notes:
1. It will be noted that the goodwill account was transferred to the patent
account as of January 1, 1923, and that provision for amortization of patents
was made each year by setting aside
of the charges to patent account.
It is not definitely known that this charge of $510,000 applied to any particular
patent or patents. Hence, the candidate would be jumping at conclusions
were he to assume that this charge should be written off over the life of those
patents donated by Josiah Thompson on January 1, 1920.
2. There is not sufficient data given to adjust the profits of Company B for
the depreciation on the inter-company profit in its plant account.
3. The write-off of the land account of the Market street plant has not been
disturbed. There is no way to ascertain its value, if any. The cost of re
moving the buildings, etc., may be in excess of the land value.
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